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After a long period of external wars and internal
power struggles, China announced its Four modernization
scheme in 1978, including modernization in agriculture,
industry, national defense, and science and technology.
Although economic was not specifically mentioned as one
aspect for modernization, the drive toward moderniztion
led to the implementatioon of the open door policy,-
which invited foreign companies to invest directly in
China. To encourage foreign investments, China
promulgated many investment incentives, tax incentive is
one of the most identifiable one. The purpose of this
research is to evaluate the effects of taxat-ion in
attracting foreign direct investments in China.
Although there are so many tax laws in China,
mainly six major taxes affect foreign business, they are,
the Consolidated Industrial and Commercial Tax, the
Individual Income Tax, the Joint Venture Income Tax, the
Foreign Enterprise Income Tax, the Real Estate Tax and
customs duties. Joint ventures, more effective form in
transferring technology and knowledge to Chinese, are
welcomed and a flat tax rate of 33% is levied on equity
joint ventures. Other forms of foreign investments are
subject to a progressive tax rate of 30% to 50%. Special
tax incentives are offered for specific types of
business, e.g. export-oriented business, technologically
advanced business or port construction. The opening of
Special Economic Zones, 14 Coastal Cities, Hainan Insland
and Open Coastal Economic Zones calls for more tax
incentives.
The Chinese government intends to unify the
existing tax laws governing foreign investors to the
Enterprise with Foreign Investment Income Tax Law. The
draft of this law is pending for approval.
Hong Kong investors consider many factors before
they decide to invest in China. Political and economic
factors are the most important among these factors. Tax
factors play a role subordinate to them. Host Hong Kong
investors think that tax administration procedures are
unfavourable even thought tax incentives are welcomed.
In conclusion, the Chinese government should improve the
overall investment environment so that tax incentives can
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CHAPTER 1
INTRODUCTION
China, in terms of geographical area, is the third
largest country in the world, only smaller than Soviet
Union and Canada. It is abundant in various kinds of
natural resources. It would have flourished if it had
not experienced so many external wars and internal power
struggles. Unluckily, the continuous political fighting
came to a climax with the cultural revolution, which
brought the country into a mess. After the elapse of the
cultural revolution, China merely found that its economic
and technological development were behind by more than 20
years in comparison to other western developed countries.
To stimulate its economic growth, China announced
an open door policy after almost 30 years of
self-imposed isolation from western economy. A lot of
incentives are offered to foreign investors who are
willing to make direct investment in China. With a
population of over one billion, China is considered a
huge potential consumer market and a pool of cheap labour
market. As a result, many foreign countries are
interested in investing in this Oriental Dragon to
obtain part of these advantages. Over 6,300 foreign
companies have invested in Joint Venture since 1979.
From 1979 to June, 1987, China contracted for US$23.4
billion of direct foreign investment, consisting of 3,810
equity joint ventures, 5,190 contractual joint ventures,
41 offshore oil projects, and 179 wholly foreign-owned
enterprises.
Undoubtedly, foreign investors have considered
many factors before making investment decisions. They
include political, economic, legal, administrative and
tax factors. Although some of them may not be directly
controlled by the Chinese Government, tax is one of the
identifiable incentives being used to attract foreign
investment. This research is aimed at evaluating the
effects of Chinese Taxation on encouraging foreign direct
investments from Hong Kong investors' prospective.
Why is the view of Hong Kong investors concerned
here? On one hand, Hong Kong adjacent to China is
considered as a stepping stone in entering China. In
fact, many international firms in Hong Kong take part in
establishing investment in China. They begin mostly in
the form of representative office and then set up direct
investment later. On the other hand, some local
companies think that it is easier for them to get some
advantages in the Chinese market because their owners has
come from China originally and know China very well.
Consequently, the Chinese taxation must be at least
attractive for Hong Kong investors before it can be seen
as. a valuable incentives for worldwide investors. Mr. P.
K. Au Yeung, senior lecturer of the Chinese University of
Hong Kong, conducted a case study to evaluate the effects
of taxation on direct foreign investment from Australian
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companies in China in 1987. But, no previous research
has been conducted on this subject from a Hong Kong
investor's propective. Unlike Australia where only 32
companies have direct investment in China, the number of
Hong Kong companies having direct investment in China is
large, of cause, many of them are international
companies. Therefore, I do not doubt the meaningfuIness
and significance of this study.
This report consists of five chapters. Chapter 1
is a brief introduction on the objective of this
research. Chapter 2 contains an overview of the Chinese
Tax System relating to direct foreign investments where
six tax categories and some special tax incentives will
be explained there. Chapter 3 is a summary of investment
incentives among seven Asian countries, including China,
Hong Kong, Taiwan, South Korea, Philippines, Singapore
and Thailand. Chapter 4 is the result of an empirical
study about the effects of taxation on evaluating
investment opportunities in China. Owing to limited
resources, I am only able to conduct a small-scale survey
concerning this subject. Chapter 5 consists of the
conclusion drawn basically from the survey, the future
trend of the Chinese taxation and recommendations to
enhance the effectiveness of taxation as an investment
incentive.
CHAPTER 2
AN OVERVIEW OF THE CHINESE TAX SYSTEM
RELATING TO DIRECT FOREIGN INVESTMENT
Not until 1979, the People's Republic of China
(PRC) had no systematic way of taxing foreign business.
The emergence of the open door policy has called for
developing the legislative framework for taxation of
direct foreign investment. China promulgated the income
tax law concerning equity joint ventures on September 10,
1980. After a year, the income tax law governing foreign
enterprises was announced. There is no consolidated
income tax system in China, instead separate tax laws
applying to different persons and firms on their income,
goods and services or real estates, including the
Individual Income Tax Law, the State Enterprise Income
Tax Law, the Consolidated Industrial and Commercial Tax
Act, the Agricultural Tax Law, the Joint Venture Income
Tax Law and the Foreign Enterprises Income Tax Law, the
Provisional Real Estate Tax Regulations and so on.
Although China has an extensive and complex
domestic tax structure, there are mainly six major taxes
affecting foreign business, namely, the Consolidated
Industrial and Commercial Tax, the Individual Income Tax,
the Joint Venture Income Tax, the Foreign Enterprise
Income Tax, the Real Estate Tax and customs duties. The
Chinese income tax system discussed herein, though
covering all possible forms of foreign business,
concentrates upon rules and regulations which are
applicable to business operations with direct foreign
investments, including equity joint ventures, contractual
joint ventures and wholly foreign-owned subsidiaries.
Therefore, only the above-mentioned six taxes are
discussed in this chapter. Afterwards, special tax
incentives due to different locations or types of
business are explained. The last but not the least is
the draft of Enterprise With Foreign Investment Income
Tax Law. This draft shows the future trend of the
Chinese Tax Law governing foreign investors.
2.1 The Consolidated Industrial and Commercial Tax
2.1.1 T.simayisxs.
The Consolidated Industrial and Commercial Tax
(CICT) was adopted by the Chinese Government in 1958.
The tax is levied on enterprises engaged in industrial
production, import of foreign goods, purchases of
agricultural products, commercial retailing,
communications, transportation, or services rendering.
It is a turnover type of excise and sales tax Imposing at
each stage of production and also at the retail level
when the goods or services are transferred from one
person to another. The CICT is different from a value
added tax in the sense that no credit is provided for any
tax previously levied. In other words, the CICT may be
levied more than once on the same products.
2.1.2 Tax basa.
In general, the tax is imposed on the gross amount
of sales revenue received, except for the imported goods
or the purchase of agricultural products. As far as
imported goods are concerned, the CICT is computed on the
basis of invoice price, i.e. the sum of
Cost-insurance-freight (CIF) price and the customs duty
divided by 1 minus the CICT itself. But, the CICT is
computed only on the basis of purchase price for the
purchase of agricultural products.
The CICT provides a possible advantage for vertical
integration. In order to reduce this possibility, the
CICT is applied to certain items produced by an
enterprise and used by the same enterprise in further
production, to certain products manufactured by an
industrial enterprise and used by it in capital
construction, and to products that are transferred from
the production to the retail department of an enterprise
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that retails its own products.
2.1.3 Tax rate
There are 42 different rates ranging from 1.5%
(for cotton grey cloth) to 89% (for Grade A
cigarettes). Actually, 108 categories of taxable
industrial and agricultural products are listed and some
of them divided further into sub-categories constituting
a total of 141 taxable items. The tax rate is 2,5% in
the case of communications and transport, 3%, 5% or 7% in
the case of services, 3% in the case of commercial
retailing. A local surtax of 1% of the CICT payable is
also levied.
To encourage foreign investment, the Chinese
government exempts the export of foreign-owned
enterprises from the CICT, except for crude oil and some
specified products. Equity joint ventures do not. need
to pay the CICT for those exported products not requiring
the export permit. Even for locally sold products,
equity JVs can apply for half or full exemption if they
face financial difficulties shortly after commencement.
The tax preferences applied on Special Economic Zones and
14 Coastal Cities will be discussed later in a specific
section.
2.2 The Individual Income Tax
The Individual Income Tax (IIT) Law was passed in
1980. Determination of this tax liability depends on a
person's residence status and his source of income.
2.1.4Exemptions
If an individual is resident in China for less
than 90 consecutive days in a tax year, which is
identical with the calendar year, his income received
from an employer outside China for services performed
within China is exempt from the IIT. If an individual
residing in China 90 consecutive days or more, but less
than one year, his income gained within China is subject
to the IIT. This 90-day exemption rule does not apply to
those working for entities registered in China, including
representative offices, equity joint ventures,
cooperative joint ventures, wholly foreign-owned
ventures, and subcontractors for construction,
installation, oil exploration. A Notice issued in June
1981 by the Ministry of Finance interprets the 90-day
exemption rules in the way that residency is the right
to remain in China as evidenced by a visa rather than
actual living in China. That means an individual who has
been issued a residence permit is considered to be
residing within the PRC for the term of the permit. In
the same sense, an individual entering China with a visa
valid for more than ninety days is presumptively a
resident for more than ninety days so that he is subject
to Chinese-source income starting from the date on which
he entered China.
Consequently, an individual repeatedly visiting
China on a multiple-entry visa valid for more than ninety
days may find himself ineligible for the 90-day
exemption. However, a foreigner who stays0in China for
fewer than one-third of the days covered by his visa, is
still exempt from the IIT.
A special interpretation of the 90-day exemption
is applied to foreigners entering China on short-term
visas, typically valid for between thirty and sixty
days. Those who obtain a succession of short-term visa
will have their periods of stay in China aggregated for
determining whether they are eligible for the 90-day
exemption. Their periods of stay are aggregated
notwithstanding these periods straddle more than one tax
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year. Absences from China over thirty days, are
treated as a fresh count. For example, an individual
obtains a short-term visa and stays in China for sixty
days. He then leaves China for more than thirty days.
Subsequently, he returns under a new visa and stays for
another sixty days. This individual is still eligible
for the 90-day exemption. But, he will be liable to the
IIT if he leaves China for less than thirty days in
between.
Recently, the Chinese Ministry of Finance has
announced revisions to the Rules for the Implementation
of the Individual Income Tax Law, effective as of January
1, 1988. Under these revisions, individuals may no
longer avoid tax by arranging to spend more than 30 days
outside China every three months. However, foreigners
working for nonresident employers are still exempt from
taxation if they do not spend more than 90 days in China
during any one year, means either 90 consecutive days or
90 days in the aggregate. Furthermore, the 90-day period
is extended to 183 days in the case of individuals who
are resident in countries with which China has signed a
bilateral agreement on the avoidance of double taxation.
One question left unanswered by this amendment is how
tax, which is normally calculated on a monthly basis, is
to be computed in those cases where it is not clear until
near the end of the year that the individual has become
subject to China taxation by virtue of exceeding 90 days
spent in China.
For those non-residents living in China for less
than one year, the IIT payable is computed by multiplying
the normal monthly tax liability by the ratio of the
numbers of days the individual spent in China to the
total number of days in that months. For example, if an
individual was in China for 20 days in February, 1989,
his liability is 2028 of normal monthly tax liability.
In addition, when an non-resident spends part of his time
serving as a resident representative of a foreign company
in China, and some of his time as a representative of the
company outside China, and the company pays this employee
a separate salary for his work in China or can provide
proof of the portion of his overall salary attributable
to his work in China, the employee will be taxed only on
5his salary attributable to work in China.
Individuals residing in China for one year or more
are subject to the IIT on income gained within or outside
China. However, for those whose residency period is less
than five years, only income earned in the PRC and
foreign income remitted to the PRC during residency
period is taxable. Individuals residing for five years
or more are subject to the IIT on worldwide income from
the sixth year, regardless of whether the income is
remitted to China. The regulations state that temporary
absences from China are not counted for purposes of the
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one-year or more residency provision.
Foreign employees are not subject to the IIT on
income earned outside the PRC provided that:
(1) They work in China for foreign enterprises or joint
ventures,
(2) They reside in China to perform their employment
responsibilities,
(3) They do not intent to establish a permanent residence
in China.
In general, the IIT is levied on (1) wages and
salaries, including bonuses and year-end extras; (2)
compensation for personal services; (3) fees for the use
of proprietary rights; (4) interest, dividends and
2.2.2Tax base
bonuses from investment; and (5) rental income. A
table in Appendix A sets out how various types of
compensation are taxable or not under the IIT Law.
The following income are tax exempt
(1) prizes and awards for scientific, technological, or
cultural achievements;
(2) interest on savings deposits in state banks and
credit cooperatives in the PRC;
(3) welfare benefits, pensions, and relief payments;
(4) severance and retirement payments;
(5) salaries of diplomatic officials of foreign embassies
and consulates;
(6) tax-free income as stipulated in agreements to which
the PRC is a party; and
(7) other income approved as tax free by the Ministry of
Finance.
Wages and salaries are taxed monthly at progressive
rate from 5% to 45%. The first RMB800 is deducted for
this purpose. The progressive tax rate table is shown in
Appendix B. Compensation for personal services,
royalties, interest, dividends, bonuses, rents and other
kinds of income are taxed at a flat rate of 20%. But, a
deduction of RMB800 is allowed for expenses if the amount
in a single payment is less than RMB4,000, or 20% of the
payment if the amount is equal to or more than RMB4,000.
2.2.3 TAk rates
Pursuant to provisional regulations, foreign
individuals subject to tax in China are granted, with
effect on August 1, 1987, a 50% reduction on their tax
liabilities computed by applying the standard rates. In
other words, the effective rate for these foreign tax
payers will be a half of those shown in the Appendix B.
2. 3 TJbL6-_-sLo_ixLb IiKiQJig. Tax
An equity joint venture and all its branches
within or without China are taxable pursuant to the Joint
Venture Income Tax (JVIT) Law promulgated in 1979. On
the other hand, an contractual joint venture (cooperative
joint venture) is taxable under the the Foreign
Enterprise Income Tax Law.
A joint venture is taxed on its worldwide income
derived from production, business, and other
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sources. Income from other sources are dividends,
bonuses, interest, royalties, rental income and
9
others. However, a foreign tax credit is allowed for
income taxes paid to other countries by the joint venture




the joint venture income tax which would have been
imposed on the same income by China. Because no capital
gains concept are incorporated in the law, income or loss
from the sale of fixed assets is treated as ordinary
income and is subject to regular tax. Taxable income is
defined as net income after deduction of costs, expenses,
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and losses. It is calculated on a calendar-year
basis under accrual accounting. Losses are not allowed
to be carried back to previous years but they may be
carried forward for a maximum of five years. Different
rules are used to compute taxable income for joint
ventures engaged in industrial, commercial and service
activities.
Depreciation of fixed assets, in general, is
computed on the basis of the original cost less residual
value using the straight line method. The standard
residual value is 10% of the original cost. Assets worth
less than RMB500 that have a short useful life are
11
expensed rather than depreciated. A minimum useful
life is prescribed for three broad classes of fixed
assets: twenty years for houses and buildings; ten years
for trains, ships, machines, equipment and other
facilities 'used for production; and five years for
electronic equipment and transportation equipment other
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than trains and ships. No restriction in minimum
useful life is prescribed for other kinds of real
assets. Intangible assets, such as know-how, patents,
trade marks, the right to use a site, and copyright, are
amortized over the term provided for their use, or, if no
13
term is provided, over a ten-year period. The
formation expenses must not be amortized in excess of 20%
per year.
The law or regulations are not provided a detailed
list of allowable costs, expenses, or losses, but list
unallowable items, including the JVIT itself and surtax,
fines and penalties, interest on capital, expenditures
that must be capitalized, losses from natural disasters,
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and donations not for public welfare or relief.
Business-related entertainment expenses are restricted to
0.3% of total sales income or 1% of total operational
income.
Inventory is computed as cost under one of the
following methods: first-in first-out (FIFO), shifting
average, weighted average, or any methods approved by the
15
local tax authorities.
An equity joint venture is taxed at 30% and a
local surtax of 10% of the tax paid, which make up a
total tax rate of 33%. A tax of 10% is levied on a




A newly established joint venture that is
scheduled to operate for ten years or more can enjoy tax
holidays of five years: full exemption in the first two
profit-making years and 50% exemption in the subsequent
three years. The first profit-making year is defined as
the year in which a joint venture begins to make a profit
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after taking into account any loss carry-overs. But
once the five-year period has begun to run, it continues
to run consecutively even if non-profitable years
intervene.
Moreover, the Ministry of Finance may grant a tax
holiday of up to six years and a subsequent tax reduction
of 20% to 40% for 10 to 15 years to joint ventures when
Hong Kong, Macau or overseas Chinese are partners. A
15-30% tax rate reduction may be granted for an
additional ten years for low-profit operations, such as
farming and forestry, or for projects located in remote
economically underdeveloped areas following the
expiration of the above-mentioned five-year tax holiday.
Tax holidays are available only to joint ventures
scheduled to operate for 10 years or more. If a joint
venture is terminated before the end of the 10-year
period, it is normally required to pay back taxes already
forgiven or reduced. If, however, the early termination
results from a natural disaster or some other event of
force majeure, local tax authorities have the discretion
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to exempt it from repaying back taxes.
In order to encourage the reinvestment of joint
venture profits in China, a refund of 40% of the JVIT
paid on the amount reinvested if this reinvestment is for
at least five consecutive years. The tax refund does not
include the local surtax. In other words, the formula
for computing the amount of tax refund is:-
Tax refund= [(Reinvested amount)(l- 33%)] x 30% x 40%
However, if the funds are withdrawn before the end
of the five-year period, the taxpayer must payback the
refunded tax.
2.4 The Foreign Enterprise Income Tax
The Foreign Enterprise Income Tax (FEIT) Law
covers contractual joint ventures and foreign enterprises
with or without establishment in China. Taxpayers that
have establishments are taxed at progressive rates
whereas those without establishments are taxed only on
China-source income, such as, interest, rent, and fees
for the use of proprietary rights, at a flat rate of 20%
which is levied on the gross amount of the income and is
withheld by the payor.
Establishments refers to organizations, sites,
or business agents engaging in production or business
operations either independently or in cooperative
production or joint business operations with Chinese
enterprises. Organizations include management
2.4.1 Taxpayers
organizations, branches, and representative offices.
Sites include factories, sites where natural resources
are being exploited, and sites where construction,
installation, assembly, exploration, and other projects
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are undertaken.
In practice, the tax administrative authorities
seldom interpret the word establishment as broadly as
the statute and regulations might suggest. A high order
of presence or activity in China is always required
before the enterprises are concluded as having an
establishment in China. Therefore, an representative
office providing more than liaison, research, and
consulting services for its head office will be subject
to the FEIT while an representative office performing
merely liaison work for its head office on an
uncompensated basis will exempt from the FEIT.
Unlike the JVIT, only China-source income is
normally taxable under the FEIT Law. The definition and
determination of taxable income generally follow the JVIT
Law. On the other hand, the FEIT Law Regulations allows
the deduction of reasonable interest on loans deemed by
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the local tax authorities to be normal loans. As a
result, interest on capital may not be read to deny a
deduction for all interest paid. Royalties paid by an
establishment in China to its head office are regarded as
2.4.2 Tax base
non-deductible expenses, but reasonable overhead expenses
related to production and operations paid to its head
office are allowed.
There is a specific provision in the FEIT Law for
taxpayers who cannot provide acceptable documentation of
their costs and expenses. The local tax authorities may
assess taxes by imputing a normal. rate of profit
according to that of other similar business. For
companies engaged in trade, the imputed profit rate is
applied to net sales while for other companies, it is
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applied to gross business income. The deemed profit
rate currently used is 20-40% for management fees, 15%
for design fees, 10% for contracted projects, 5% of gross
revenue from passengers and cargoes loaded within China
for international transport business. Similarly, the tax
authorities have devised two methods to determine taxable
income for representative offices in practice, one is the
so-called deemed profit method and the other one is the
cost plus method. Under the former method, the tax is
computed based on a 10% of the office's gross revenues
while under the latter method, it is based on a
percentage of an office's expenses. These two practices
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are criticized as inconsistent and arbitrary.
The progressive rates of the FEIT range from 20%
on the portion of income up to RMB250,000 to 40% on
2.4.3 Tax rates
income over RMB1 million. The local surtax is 10% on the
taxable income. In other words, the total tax rates
range from 30% to 50%. There is no further withholding
tax on remittance of profits out of China by foreign
enterprises. The detailed schedule of progressive tax
rates is shown in Appendix C.
With respect to foreign companies without
establishments in China, a flat rate of 20% is imposed on
their China-source dividends, interest, rentals, fees for
the use of proprietary rights, and other income as
determined by the Ministry of Finance. However, the tax
authorities have promulgated specific legislation
providing for a 10% rate for certain qualified royalty,
lease and interest income, which will be explained later
in the following sub-section.
2.4.4 EiLS-mP-Lions incentives
Foreign enterprises scheduled to operate for ten
years or more in farming, forestry, animal husbandry, or
other low-profit operations may be exempt from income tax
in the first profit-making year and allowed a 50% tax
rate reduction in the following two years. In addition,
a 15-30% reduction in income tax may be allowed for a
period of ten years with the approval of the Ministry of
Finance.
A foreign enterprise engaged in small-scale
production and low-profit operations with an annual
income of not more than RMB1 million may apply to the
local tax authorities for reduction of or exemption from
the 10% local surtax.
Now, tax incentives for foreign enterprises with
no establishments in China are discussed. According to
the Provisional Regulations on the Reduction and
Exemption of Income Tax on Fees for the Use of
Proprietary Technology, the reduced 10% rate is
applicable to certain royalties received for the transfer
of proprietary technology in connection with agricultural
production, forestry, fishery, and animal husbandry;
scientific research and production of energy resources;
promotion of communication and transportation;
conservation of energy; and preservation of the
environment and other specialised technology considered
important to the PRC's modernisation programme.
Regarding interest income, withholding tax is reduced to
10% for loan contracts signed between 1983 and 1990.
Moreover, no withholding tax is payable on interest
income derived from loans provided to the PRC by
international monetary organisations or on loans provided
by foreign banks to PRC state banks at preferential
22-
rates. With respect to lease income, the 10% reduced
rate applies to lease agreements signed between 1983 and
1990. In addition, no withholding tax is payable for the
followings: (1) payments pertaining to the original
purchase price of leased equipment; and (2) payments in
the form of finished products produced by such leased
equipment.
2.5.1 IAMXSJL
The owner of real estate or the custodian or the
user of the property on behalf of the owner or mortgages
is liable to pay the real estate tax under Provisional
Real Estate Tax Regulations promulgated in 1986.
This tax is levied on the value or rent of land
or buildings. The taxable value is the original value
less a residual of 10% to 30%.
2.5.3 Tax rates
The tax rate is either 1.2% of the value of real
estate or 18% of the rental income.
2.5.4. Exemptions
Since it is a local government tax, the foreign
party may be exempt from it in case of the contractual
joint venture. Even for the equity joint venture or the
wholly foreign-owned enterprises, exemptions are
2.5 Real Estate Tax
2.5.2 Tax base
available at least in the first few years which depends
on local governmental policy. For example, in Guangdong
province, there is exemption on the real estate tax for
three to five years after the acquisition or construction
of this real estate.
2.6 Customs Duties
The Regulations of the PRC on the Customs Import
and Export Duty and the Customs Import and Export Tariff
of the PRC were introduced in 1985. Individuals and
enterprises importing goods into or exporting goods out
of China are liable to pay customs duties under these
statutes.
The customs duty of imports is calculated on the
CIF value. This value is based on the normal wholesale
price at the place of purchase plus all charges incurred
before discharge at the place of importation, such as
packing charges, freight, insurance and service expenses.
The customs duty of exports is on the basis of FOB





A minimum tariff with rates ranging from 3% to
150% on certain tariff items is provided for imports from
countries with whom the PRC has concluded trade
agreements on a reciprocal basis. For countries with no
reciprocal trade agreement, a general tariff with rates
ranging from 8% to 180% is levied on certain tariff
items. The government may levy an additional regulatory
tax ranging from 20% to 80% on certain luxury import
items, such as automobiles, photocopiers, cosmetics,
cigarettes and so on.
Export taxes on 35 commodities are levied at rates
ranging from 10% to 60% on certain export items. The
government may restrict certain items for export and may
reduce or exempt export taxes to provide an incentive for
exports under certain circumstances
2.6.4 Tax exemptions
Equity joint ventures are exempt from import duty
for items imported as investment, imports of items which
supply can not be guaranteed in China and materials
imported to produce later exports.
Various tax categories affecting foreign investors
have already been discussed. Table 2.1 summarizes these





















Individual in China over
90 days without 30-day
absence or having multiple
entry visa valid for over
90 days, unless total
of days in China not over
13 of the visa period.
















a flat rate of
20%.
30% plus a local
surtax of 10% on

















The sum of CIF customs
duty divided by 1 minus the
tax itself; but purchase







World-wide net income derived
from production, business,
other sources.
Only China-source income is
taxable.
EXEMPTIONS INCENTIVES
Exports except crude oil,
finished oil products, and other
specified products are exempt.
90-day exemption rule.
Exempt in 1st two profit-making
years and 50% reduction in
following 3 years for JVs
operating 10 years or more; loss
can be carried over for 5 years;
15- 30% reduction for additional
10 years for low-profit
operations; 40% tax refund of
reinvested profit.
Exempt in 1st profit-making years
and 50% reduction in following 2
years for companies operating for
10 years or more in farming,
forestry, animal husbandry, or
other low-profit operations.
Withholding tax is reduced to 10%
for certain royalties, interest
leases income for contracts
between 1983-90.






import goods into or export
goods out of China.
Owners of real estate,
custodians or users of













CIF value for imports; FOB
less export duty for exports.
Original value less 10- 30%
of residual, or rental income
of land or buildings.
EXEMPTIONS INCENTIVES
For equity JVs, exemptions for
items imported as investment,
imports of items which supply
not guaranteed in China
materials for production of
later exports.
Exemptions available in the 1st
few years.
Note: This does not reflect special tax treatment in SEZs
ETDZs of 14 coastal cities, and preferential tax
treatment under provisions of the State Council for
the Encouragement of Foreign Investment. (22 Articles)
six tax categories. In the next section, special tax
incentives because of different locations or types of
business are introduced.
2 .7 ncentives
Special tax incentives are granted to foreign
investments located in Special Economic Zones (SEZs), 14
Coastal Cities and Open Coastal Economic Zones, or those
qualified as export-oriented and technologically advanced
enterprises. These incentives are discussed separately
be low:
2.7.1 Special economic zones
SEZs were set up in 1980 to carry out experiments
in economic management reforms. They include Shenzhen,
Zhuhai, Shantou and Xiamen. Enterprises located in the
SEZs enjoy preferential tax stated below:
(1) One income tax rate of 15% is applicable to all forms
of foreign investment, no matter whether the FEIT or JVIT
Laws are concerned.
(2) Local surtax payable under the FEIT Law, JVIT Law and
CICT Act may be waived at the discretion of the local
government.
(3) Profits remitted out of China are exempt from
dividend withholding tax of 10%.
(4) Although the IIT Law applies, wages and salaries are
subject to a different schedule of progressive rates
ranging from 3% to 30%, while compensation for personal
services, royalties, interest, dividends and rentals are
taxed at a flat rate of 15%.
(5) Investment projects in industry, communications,
transport, agriculture, forestry and animal husbandry for
10 years or more are eligible for tax exemptions for the
first two profit-making years and a 50% tax rate reduction
in the following three years.
(6) Projects in the nature of service trades, such as hotel
and other tourist facilities, with capital investments
greater than US$5 million for terms of 10 years or more are
eligible for tax exemption for the first profit-making year
and a 50% tax rate reduction in the following two years.
(7) Projects in high technology, tax exemption up to five
years is allowed.
(8) Withholding tax on dividends, interest, rents,
royalties, and other income paid to foreign companies
without establishments in China is reduced to 10%.
(9) Imports of equipment, parts, and raw material to be
used to produce export goods are exempt from the CICT and
customs duties.
(10) Exports, except for certain restricted items, are
exempt from the CICT export tax.
(11) The CICT is reduced by 50% on products produced and
sold in SEZs.
2.7.2 14 coastal cities
The PRC government announced the opening of fourteen
Coastal Cities to foreign investment in 1984, they are,
Dalian, Qinhuangdao, Tianjin, Yantai, Qingdao,
Lianyungang, Nantong, Shanghai, Ningbo, Wenzhou, Fuzhou,
Guangzhou, Zhanjiang, and Beihai. There are areas
designated as Economic and Technical Development Zones
(ETDZs) within the coastal cities. As a result, a
two-tier tax system is applied within the coastal cities,
depending on whether the investment is located with an
ETDZ.
(a) Tax_incentives within ETDZ:-
(1) It is the same as the point (1) in sub-section 2.7.1.
(2) It is the same as the point (2) in sub-section 2.7.1.
(3) It is the same as the point (3) in sub-section 2.7.1.
(4) Joint ventures and foreign enterprises that are
scheduled to operate for a period of 10 years or more may
be exempt from income tax in the first two profit-making
years and allowed a 50% tax rate reduction in the
following three years with the approval from local tax
authorities.
(5) The CICT is not levied on production and other
equipment imported as invested capital, raw materials,
machinery, parts, and other materials imported for the
manufacture of goods for export, or on transportation
vehicles and office supplies for use by a foreign
enterprises.
(b) T«x incentives within_Jihe Old Ciiiy Limits
(1) All forms of foreign investments exceeding US$30
million, or those involving advanced technology and
know how, primarily in the energy, communications, or
port construction areas, are taxed at a flat rate of 15%
under the FEIT or JVIT Law.
(2) Investments in machinery, electronics, metallurgy,
chemicals, light industry, textiles, packaging, medical
equipment, pharmaceuticals, agriculture, forestry, animal
husbandry, and building construction may obtain a 20%
reduction in the tax rate under the FEIT or JVIT Law,
subject to the Ministry of Finance's approval.
(3) Withholding tax on dividends, interest, rents,
royalties, and income from other sources received by
foreign companies without establishment in the PRC is
reduced to 10%.
(4) Exemptions from the CICT may be available at the
discretion of the municipal government.
2.7.3 Hainan Island
Being a special zone, Hainan Island enjoys tax
advantages in line with those in SEZs and 14 Coastal
Cities. The income from production and business
operations and other income derived by enterprises
established on Hainan Island are subject to 15% tax rate
plus a local surtax of 10% on the amount of tax payable.
However, as of July 1, 1988, all Hainan enterprises
except State-owned banks and insurance companiews are
exempted from local surtax.
Enterprises engaged in the development of
infrastructural facilities and agricultural development
with a term of operation of fifteen years or more, shall
be exempt from income tax from the first profit-making
year until the fifth year and shall be granted a 50%
reduction from the sixth until the tenth year.
Enterprises engaged in productive trades with a term of
operation of ten years or more shall be exempt from
income tax for the first two profit-making years and
shall be granted a 50% reduction for the following three
years. Enterprises engaged in service trades with a
total amount of investment of more than US$5,000,000 or
more than RHB20,000,000 and a term of operation of ten
years or more shall be exempt from income tax in the
first profit-making year and shall be granted a 50%
reduction in the second and third years.
Foreign investors who reinvest their profits within
China are entitled to a standard 40% refund. But, those
that re-invest in Hainan infrastructure and agricultural
projects will receive a 100% refund on the reinvested
port ion.
In the past, income derived from Hainan Island
sources in such forms as dividends, interest, rentals and
royalties by investors outside the PRC who do not
maintain establishments on Hainan Island shall be subject
to income tax at a reduced rate of 10%. However, as of
August, 1988, all these passive income will be exempt
from withholding tax.
2.7.4 Open coastaX economic zones.
By the Open Coastal Economic Zones Tax notice
issued on June 15, 1988, China has extended tax
incentives to certain open coastal economic zones (OCEZs)
established in the Liaodong and Shandong peninsulas, the
Yangtze and Pearl River Deltas, and the Xiamen, Zhangzhou
and Quanzhou regions of Hinnan (Southern Fujian
Prnvi nr(=» i
The tax incentives are comparable to those
previously granted to the Old City Limits stated in
sub-section 2.7.2(b). Generally speaking, the ETDZs are
smaller than OCEZs and therefore enjoy greater tax
advantages. Although the tax incentives offered under
the OCEZ Tax Notice are not as broad as those available
in the SEZs and ETDZs, they are still more favorable than
the normal tax regime.
Foreign invested enterprises engaged in productive
trades established in the OCEZs may be taxed under the
JVITL or the FEITL at the flat rate of 15% if they:
(1) are technology-intensive or knowledge-intensive,
or
(2) have foreign investment of at least US$30 million and
the time for recovery of investment is long, or
(3) involve energy resources, transportation or port
construction.
Even if the enterprise does not meet the
above-mentioned criteria, it may apply to be subject to
corporate income tax at 80% of the income tax rate
otherwise levied if it is involved in any of several
specified industries such as machinery, electronics,
building materials, light industry and the like. A
five-year tax exemption is available for experimental
cultivation and animal breeding projects.
The local governments are given the discretion to
exempt enterprises in the OCEZs from local surtax. The
withholding tax imposed under the FEITL on certain kinds
of passive income earned by enterprises without
establishment is reduced to 10%. Exemptions on the CICT
comparable to those afforded to enterprises in the ETDZs
and Old City Limits of 14 coastal cities are also
available.
2.7.5 Kxoor t-oni.ented and technologically-advanced
enterprises
To further enhance the foreign investment, the PRC
government promulgated provisions for the encouragement
of foreign investments in export-oriented enterprises and
technologically-advanced enterprises (22 Articles) in
1986. Under these provisions, an enterprise is qualified
as export-oriented if its annual exports are more than
70% of total production and it has an annual foreign
exchange surplus from operations. Technologically
advanced enterprises are those with advanced technology
supplied by foreign investors. Tax incentives for these
two types of enterprises are summarized below:-
(1) They will be exempt from withholding tax on profits
remitted out of China and the CICT on exports.
(2) The FEIT or JVIT for export-oriented enterprises
located in SEZs and ETDZs is further reduced to 10%.
(3) As long as the enterprise is qualified as
export-oriented, it will be entitled to a further 50%
tax rate reduction even the normal tax holiday period is
expired.
(4) For technologically advanced enterprises, a further
50% tax rate reduction will be available for a three-year
period upon the expiration of the normal tax holiday
period.
(5) They will be granted a 100% tax refund on profits
reinvested in export-oriented or technologically advanced
enterprises for a period of more than five years.
2.7.6 Investment in port construction
For port construction projects, income tax will be
levied at the rate of 15 percent. Newly established
joint ventures with a term of operation of 15 years or
more will be exempt from income tax for the first five
profit-making years plus a 50% reduction on income tax
for the subsequent sixth to the tenth years. In
addition, no withholding tax on repatriated profit is
levied.
2.8. Cnnpftqiiftnnes of YJLI±QI1S EUTHS Of EnSliimSS.
HnamsLEQ t i qxisl
In the previous sections, various tax categories
and incentives has been discussed. In order to isolate
the impact of tax on various forms of business
activities, different tax laws apply to eleven different
business forms are summarized in tabular form in the next
page. Because customs duties and provisional real estate
taxes are independent of the business forms, they are not
shown in table 2.2
2. 9 Eiii2sxp_rie—Hlidd—Zflrign Investment Income Tax Law
(Draft)
A draft of new tax law is intended to unify the
current tax laws affecting all types of joint ventures
and wholly owned foreign enterprises. Similiar to
previous tax regulations, the Chinese government invited
international tax experts to assist in drafting the
Enterprise with Foreign Investment Income Tax Law. It
has been suggested to be discussed at the National
People's Congress in March, 1989. However, it was left
over because there had already been a good deal of
matters in the agenda.
The objective of this proposal is to simplify the
tax law so that it becomes more understandable in the
eyes of foreign investors. The regulations proposed in
the draft are at least as favorable as those prevailing
now. The proposed unified tax rate is either 25% plus a
local surtax of 5% or 30% plus a local surtax of 3% on
total taxable income. Losses may be carried forward
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indefinitely under the draft. The whole draft can be
found in Appendix D.
Foreign investments are either governed by the
Joint Venture Income Tax Law or the Foreign Enterprises
Income Tax Law. However, the application of these two
laws are different with different types of business and
different locations. It all depends on the Chinese
government's attitude towards the foreign business.
Nowadays, China is in lack of foreign exchange,
infrastructure and advanced technology, therefore,
foreign investments which are export-oriented,
constructing ports or bringing along with advanced
technology, will obtain more tax advantages. Broadly
speaking, foreign investment which suits the needs of
China can gain more tax exemptions.
To further develop its economy, many places are
opened as experimental centres to test the effects of new
policies, especially for investment policies. SEZs and
Hainan Island are these kinds of experimental centres
which provides more investment incentives for foreign
investors. When the effects are positive, continuous
implementation of these policies to other places is
predictable. In fact, China has extended investment
incentives to fourteen Coastal Cities and OCEZs. As a
2.10 Conclusive Remarks
result, different tax rates will be imposed on same kinds
of business in different locations. It is often
complained as too confusing by foreign investors.
The development of foreign business with China
means that clarification of tax laws and regulations is
frequently needed from the Chinese government. The
unification of tax laws affecting foreign investments
seems to be inevitable. The new tax law should not be
less preferential than the existing tax laws. In fact,
the draft mentioned in subsection 2.9 is for this
purpose. On the other hand, more clarification means
less area for negotiation. Foreign investors may lose
some tax advantages which will be obtained through
negotiation in the future.
Whatever is the future development of the tax laws,
an clear understanding of the Chinese tax laws is
essential for good tax planning by foreign investors.
Especially when local tax authorities have the discretion
to waive the local surtax, foreign investors should
negotiate with them in order to reduce tax liabilities.
TABLE 2.2
TAYEG DM VARTnnq rnnwc nv nucTHncc tpahcapttdhq
FOREIGN ENTERPRISE
INCOME TAX LAW (1981)
JOINT VENTURE INCOME
f A V T A LI 1 n o o
CONSOLIDATED INDUSTRIAL AND
COMMERCIAL TAX REGULATIONS(1958)
INDIVIDUAL INCOME TAX LAW
( 1980)
WITHOUT ESTABLISHMENTS IN CHINA
1. Offshore
Sales to
Chinese importer pays on import. Sales personnel may be taxed
if in China over 90 days
without 30-day absence or if
have multiple entry visa valid
for over 90 days, unless total
of days in China does not
exceed 13 of the visa period.
20% withholding tax on
gross fees; certain




withholding tax is 10%
in SEZs and ETDZs of 14
oneef o 1 r -t f o e®
Chinese importer may pay, though
flypinnHnn'! mav he available.
Personnel on site taxable
under above rule.
3. Lending 20% withholding tax on
gross interest; 10% for
contracts between 1983-90;
exemption possible if
provided to PRC state banh
at preferential rates.
A T a o c n rf 20% withholding tax on
pure rentals; for lease-
sales, principal exempt,
interest taxed at 10% for
contracts between 1983-90
interest may exempt if
rate qualifies; service
nhn rcf of 1 OY
TYPE
2. Technology
TABLE 2 2 (cont'd)
FOREIGN ENTERPRISES JOINT VENTURE INCOME
TAX LAW (1980)
CONSOLIDATED INDUSTRIAL AND
COMMERCIAL TAX REGULATIONS (1958)







fees paid in kind may
be exempt if technology
advanced preferential
Chinese subject on import but
exemptions may be available.
Personnel on site taxable
under above rules.
UTTU CCTSRf TCUMKHTC TM CUTMA
6. Representa¬
tive 30-50% progressive




head office; if costs
expenses not adequately
documented, it will be
taxed on deemed profit
or cost plus basis.
Tax on imports of office
equipment; tax on service income,
if office does more than provide
liaison, research, and consulting
services for head office.
Registered representative





T f!—R ft¥ n 1= o cfr- F»«=!5 1 vp fnv
If service center
organized as equity join Tax on sales and service income
. if independent place and
consignment goods sold at
foreign co's price or price
agreed with Chinese; no tax if
goods purchased by Chinese and
resold at Chinese own price
Personnel on site taxable






on net income; various
deemed profit rates may
be used as taxation
basis; exemption throug
1990 for services with
equipment sales and
services for reform of
If project done as equit:
joint venture, see entry
y Imports taxable; service revenue
taxed at 3.03%(including 1% locai
surtax); exemption through 1990
for services with equipment sale:
services for reform of Chinese
enterprises.














COMMERCIAL TAX REGULATIONS (1958)







years 50% reduction if
venture for 10 years or
more and in low-profit
areas; local surtax of
10% may be exempt if
annual profit under
RHB 1M.
Imports taxable but exemptions
for various items, e.g. petroleum-
related equipment; sales taxable;
all exports except crude oil,
finished oil products, and other
stipulated by the State are exempt
Personnel taxable under rules




33% tax on net income;
1st 2 profit-making years
exempt St 3 following
years 50% reduction if JV
for 10 years or more;
reinvestment of profits
for 5 years gets 40% tax
refund; 10% tax on
repatriated profits of
foreign party.
Imports taxable but exemptions
for items imported as investment,
later imports of items of which
supply not guaranteed in China,
materials for production of
exports; all exports except crude
oil, finished oil products, and
others stipulated by the State are
exempt; for domestic sales, may
apply for fixed-period exemption.








No specific exemptions for imports
all exports except the above-
mentioned are exempt.
Personnel taxable under above
Note: 1. Entries 9-11 may have preferential tax treatment under
provisions of the State Council for the Encouragement of
Foreign Investment (22 Articles): Continuous 50% tax
reduction if enterprise exports 70% or more in one year;
50% reduction for 3 additional years after normal tax
holiday if technologically advanced enterprises; 100% tax
refund on reinvested profit if investing in export-
oriented or technologically advanced enterprise; no
withholding tax on repatriated profits of foreign party.
2. This chart does not reflect special tax treatment in SEZs
4 ETDZs of 14 coastal cities, (refer to sub-section 2.6.1
2.6.2)
3. Both the 30-50% progressive tax rates under the Foreign
Enterprises Income Tax Law and the 33% tax rate under the
Joint Venture Income Tax Law include local surtax 10% of
taxable income and 10% of tax,
Source: Modified from Gelatt, Timothy A., Tax Guide: How Recent Changes May Affect Your Liability
in China., The China Business Review, Nov.Dec., 198 7, pp. 26-27.
CHAPTER 3
INVESTMENT INCENTIVES IN ASIAN COUNTRIES
China is in the position to compete with other
developing countries, in particular Asian countries, in
offering foreign investors comparable tax and financial
incentives. Table 3.1 compares investment incentives of
seven countries. All these countries are considered
competitors of China in attracting foreign investments.
China's investment incentives now are at least as
good as if not better than those of the other six
countries. In the tax's aspect, corporate tax rate in
China are comparable to those in the Philippines,
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Thailand, Singapore, and Taiwan. It is not
comparable to that in Hong Kong which is a paradise of
taxpayers. Tax holiday in China is comparable to that in
Hong Kong, Taiwan and the Philippines. Tax exemptions in
China are comparable to those in all other countries. In
fact, there is no exemption from capital gain tax in
Singapore and Thailand, but it is available in China.
However, deductions to arrive at taxable income in China
are not as extensive as most of countries. In China,
export allowance and investment allowance are not tax
deductiable. But, they are both allowed in Philippines
and Singapore. Moreover, there is no investment tax
credits and tax credits on domestic capital in China
while they are available in Taiwan and South Korea now.
In the non-tax's aspect, its restrictions on
foreign equity holdings are less stringent than those of
South Korea, the Philippines, or Thailand. Deficiencies
in China's present legal system are no protection against
unjust competition from imports, government and local
competitors, which makes China not comparable to other
five countries except Hong Kong in this aspect.
Additionally, no ownership allowed to foreign investors,
in fact, is a discouragement of foreign investment. It
prevents foreign investors from making long-term
establishments in China. While most Asian countries,
except for Philippines and China, permit foreign
investors to own their real estate, China still does not
permit private ownership by foreign investors.
Comparing both tax and non-tax aspects, Taiwan is
the most favourable environment for investing among these
seven Asian countries. Therefore, it is not surprising
that Taiwan achieves an outstanding economic growth in
recent years. Hong Kong is favourable for its low tax
rate and laissez faire policy. The other two newly
developing countries, Philippines and Thailand, are now
opening their countries to foreign investors and their
investment incentives are more or less comparable to
those of the four little dragons.
Overall speaking, China's present investment
legislation compares favorably with that of the other
countries. Therefore, if foreign investment in China
remains low compared to these six countries, it will not
be for lack of incentives and may instead be due to
25
factors outside the legislative realm. Factors such
as prices, the effectiveness of supply and distribution
channels, the availability of infrastructure, local
market conditions, limitations on repatriation of
renminbi earnings and barriers to the domestic market are
considered important in making investment decisions.
Considering these factors, the so-called Four Little
Dragons, Hong Kong, Taiwan, Singapore and South Korea
are still preferable to China, the Ancient Oriental Huge
Dragon now.
TART IT -5 1
COMPARISIOH OP ASIAN INVESTMENT INCENTIVES

































































50% for next 2
years, profit
tax is reduced

















































































































Nil Nil Nil Nil Nil Yes Nil
5 years Indefinitely 3 years if a blue
return is filed





























































Nil Nil Yes Yes Nil Nil Nil
TABLE 3.1 (cont'd)





Yes Yes Nil Nil




Yes Nil Yes Yes Nil
Restrictions
on Foreign
Not less than 25%
100 2 nprmi f VpH Not less than Generally not
more than 30%,




Not more than SOX
Guaran tee
sagainst





ization Yes Ni 1 Ni Yes Ye:








CHINA HONG KONG TAIWAN SOUTH KOREA PHILIPPINES SINGAPORE THAILAND
Repatriation of
Capita1 Yes Yes Yes Yes Yes Yes Yes
Employment of
A1 i onc Yes Yes Yes Yes Yes Nil Yes
Patent
Protection Y AC? Yes Yes Yes Yes Yes Yes
Preference in









Ni 1 Nil Yes Yes Yes Nil Yes
Ni 1 Ni 1 Nil Nil Yes Nil Yes





T nirocf n r e
Nil Yes Yes Yes Nil Yes Yes
Source: Updated from Au Yeung, P.K., The Effects of Taxation on Direct Foreign
Investment in the PRC: An Australian Experience, Australia: Griffith
University, unpublished master thesis, 1987 and Dean, Investment
Incentives throughout Asia, The China Business Review, MarchApril, 1988,
pp. 49- 51.
CHAPTER 4
A SURVEY OF THE EFFECTS OF TAXATION ON
DIRECT FOREIGN INVESTMENTS IN CHINA
4.1 Theoretical Framework
Au Yeung's case study (1987) of the effects of
taxation on direct Australian investment in the PRC
indicated tax considerations play a role subordinate to
other non-tax factors, e.g. economic and legal factors in
attracting Australian businessmen. Dean (1988)
speculated tax incentives may play only a small part in
an investor's decision. This survey is to find out the
experience of Hong Kong investors in order to verify the
conclusion made by previous scholars.
The dependent variable is the decision of a Hong
Kong investor making direct investment in China whereas
the independent variables are tax factors, including tax
rate, tax holiday, tax refund, tax exemption and tax
administration. While the first four variables are the
direct result of tax laws, the last variable, tax
administration is also influenced by the clarity of tax
laws. The more clear and complete are the tax laws and
rules and regulations for implementing the tax laws, the
more efficient and simple are the tax administration
procedures. Because of the interdependence of these
variables, they are simplified in a single one, that is
tax laws and relating rules and regulations. Other
factors, such as political factors, economic factors,
legal factors, administrative factors can be seen as
moderating variables. The basic hypothesis is that
present tax laws can attract direct Hong Kong investment,
but such favorable effects depend on the adequacy of
other factors. The theoretical framework is shown as
be low:~








Owing to limited financial resources, time
constraint, and intrinsic characteristic of this subject,
a large-scale experiment design is not possible. A
survey using mailing questionnaires seems to be
appropriate for the following reasons: (1) there is
little theoretical backup and this research is of
exploratory nature; (2) there is a large number of Hong
Kong companies having direct investment in China so it is
cost-just ifiable to use questionnaires in gathering basic
data; (3) most of the companies accept the form of
questionnaires because it is less time-consuming than the
form of interview. This survey was performed during
February to April, 1989.
There are 28 questions in the questionnaire, and
most of them are closed-ended so as to encourage prompt
response. The full set of questionnaire is shown in
Appendix E. For companies which have not invested in the
PRC, they are only required to answer questions 1 to 20,
For companies which have invested in the PRC, they are
required to answer questions 1 to 20 and 22 to 28.
Questions 1 to 19 are directly related the subject while
Other questions are basic information about the company
and its investment type.
4.3 D.a_tn
It is not an easy task to identify companies
having direct investment in the PRC. The frame list of
these companies is not readily available. Instead, a
list of companies having representative office in China
is available in the Hong Kong Trade Development Council's
Library. Because most companies in this list having
direct investment in the PRC as well, it is treated as
the frame of population. There are altogether 827
companies in this list and a random sample of 150( 24%
of total population) was selected from them. Only 15
companies replied but one of them was reluctant to answer
the questionnaire. The response rate was 9%.
4 .4 Background of respondents
4 out of these 14 respondents have not invested
directly in China except for representative office.
Tables 4.1 to 4.5 below provide some background
information on the 10 companies having direct investment
in the PRC. Because some of them have invested in more
than one form of investments, total figure in these
tables may not equal to 10.
TABLE 4.1












THE INTENDED DURATION OF JOINT VENTURES
No of QXHQ£LMLi£LS.






Wholly-owned foreign enterprises are excluded.
TABLE 4.3











Wholly-owned foreign enterprises are excluded.
TABLE 4,4






































This section is the result of this survey and is
divided into three subsections. The effects of some
non-tax factors are presented in subsection 4.5.1, those
of tax factors are in subsection 4.5.2, other remarks of
f hi t? c?nrv=!V nrft in RiihReetinn 4.5.3.
4.5.1 Non-tax factors
The results are based on questions 2 to 10 of the
questionnaires and are presented in Table 4.7. Most
companies considered political factors favorable to their
investment decisions. They did not doubt about the
stability of the Chinese Government and the persistence
of its open-door policy. In fact, China must do that so
as to achieve hi-rocketing economic growth in the near
future. On the other hand, economic factors are not
No.of companies
5
considered as favorable as political factors, Many
companies were still anxious about the supply of raw
materials and relatively high transportation cost within
China. The existing legal system was the most unfavorable
factor in attracting investments. Hong Kong companies
did not trust the adequacy of legal system. It is still
in a developing stage and the changes are very frequent.
TABLE 4.7

































1. Supply of Chinese
labour








































legal system 2 14 10 71 2 15
45•2 Tax factory
Tax factors include tax rate, tax holiday, tax
refund, tax exemption, tax administration and company's
own understanding in the Chinese tax system. Half of
these factors, that is, tax holding, tax refund and tax
exemption were considered favourable in the eyes of Hong
Kong investors. However, other three factors, especially
for tax administration was considered unfavourable. It
may be due to immaturity of present tax system which
consists of too many grey areas to prevent efficient
and reasonable administration. Table 4.8 summaries the
impacts of all tax factors on investment decisions in the
PRC.
TABLE 4.8










































4 29 6 43 4 29
Influence Influence
When comparing with tax advantages offered by
other Asian countries, the opinion is diverse, 3 out of
14 respondents( 21%) agreed that tax advantages in
China are more preferential, but 6 respondents( 43%)
disagreed and 5 respondents chose neutral. Among 6
disagreed respondents, 2 of their investments are not
qualified as either export-oriented or technologically
advanced, and among 5 neutral respondents, 3 of their
investment are not qualified, too. It means they cannot
enjoy the preferential tax treatments available only for
this two kinds of investment. In other words, the result
is still commensurate with the facts in Chapter 3 that
most tax incentives offered by China are more or less
comparable to those offered by other Asian countries.
4.5.3 Other remarks
The relative importance of each environmental
factor in making investment decisions was the result of
question 1 that required respondents to rank each
factor. 8 out of 14 of them ranked political factors as
the most important one, whereas, the others six ranked
economic factors as the most important one. No one
considered tax factors as the most important one, 3
ranked them second, 4 ranked third, 6 ranked fourth and 3
ranked fifth. It indicated that tax factors are still
subordinate to economic and political concerns.
With regard to question 18 asking for whether
the respondents agree that Hong Kong people or companies
have an advantage in doing business in China. 8
respondents( 57%) agreed and 6( 43%) were neutral to
the question. It supported the assumption that China's
tax incentives should be at least welcomed by Hong Kong




The result of this survey indicated tax factors
may not play a role as important as political and
economical factors in a decision of investing in China.
In addition, the present tax systems have many loopholes
that adversely influence the investment decision. The
most identifiable one is inadequate tax administration
procedures.
The State Taxation Bureau( previously named the
General Taxation Bureau) under the Ministry of Finance,
is responsible for tax administration through local tax
authorities. There exist guidelines and interpretations
of various tax laws and the detailed rules and
regulations to serve as reference for local tax
authorities. However, there exist so many grey areas in
these guidelines or statutes allowing some discretion for
local authorities to interpret them. One example is the
power of local authorities to waive the local surtax and
extend the tax holiday. Foreign invested companies in
some cities, such as Shanghai, Beijing, Shenzhen and so
on, are entirely exempt from the local surtax now. This
inconsistency may stimulate the development of certain
cities at the expense of less harmony due to inter-cities
competition.
The other two unfavourable tax factors are tax
rate and companies' understanding of the Chinese tax
system. Tax rates of 33% for equity joint ventures and
30-50% for other foreign investments are comparable to
other countries but not to Hong Kong. Hong Kong is
famous of its laissez faire policy and low tax rate,
16.5% for the financial year 1989-90. Therefore, tax
rate may be regarded as unfavourable factor unique to
Hong Kong investors or investors who consider the
investment choice between Hong Kong and that of China.
Furthermore, the Chinese Government has already shown its
attempt to unify income tax laws for all type of foreign
investments in a more favourable rate, either 30% or
33%. If such attempt is realised, confusion created by
different tax laws can be eliminated as well.
Notwithstanding the Chinese existing system is
cited as complex and confusing, the future trends of it
will be even more complicate and detailed. China is
still in its early stage of economic development now. It
does not want its legislations to be too confined so as
to allow some degree of flexibility. But, as it
develops, the needs of refining its legislations will
exceed the benefit of flexibility. China will improve
and refine its legislations to remove loopholes and grey
areas. While unifying income tax laws is one of the
concerning issues, specific tax laws on wholly
foreign-owned enterprises are being drafted. Continuous
changes and modifications in tax laws are inevitable.
The ultimate tax laws may be one income tax law for all
type of foreign investments or specific income tax laws
for different type of foreign investments. However, the
process of drafting up to approval is rather long under
present conditions of China. Tax laws are promulgated
by the National People's Congress which is supposed to
meet once a year. But, members have already been too
tired in discussing many matters of the country, so it is
not possible to discuss the draft of the unify tax law in
the March, 1989's meeting. Owing to this reason, a
long-term tax reform is predictable. The present tax
system will be unchanged at least in the coming one or
two years.
In sum, apart from tax administrative procedures,
the present tax system is at least a good measure of the
Chinese government policy on and commitment to foreign
investment. The tax factors alone may not be very
effective in attracting foreign investments, but it is
one important aspect within the whole incentive package.
Therefore, instead of just spending effort in tax reform,
it is wise for China to improve the overall investment
environment, for example, to improve the transportation,
to increase the freedom of labour supply, to reduce the
tension of foreign exchange and etc.. A good investment
environment coupled with adequate legislations and tax
incentives will undoubtedly attract more direct foreign
investments.
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PRC, ENTREPRISE WITH FOREIGN INVESTMENT
INCOME TAX LAW( DRAFT)
Article 1: Income tax shall be levied in accordance with
this Law on income from production and business operations
and on other income derived by enterprises with foreign
investment established in the PRC.
The term enterprises with foreign investment as used in
this Law refers to Sino-foreign equity joint ventures,
Sino-foreign cooperative joint ventures and wholly owned
foreign enterprises, as well as business establishments and
places of business established inside China by foreign
companies, enterprises and other economic organizations,
except as otherwise privided for in Article 18.
Article 2: Enterprises with foreign investment which have
established their head office inside China shall pay income
tax on both income derived from sources inside China and on
income derived from sources outside China. Enterprises
with foreign investment which have not established their
head office inside China shall pay income tax on income
derived from sources inside China.
Article 3: The taxable income of enterprises with foreign
investment shall be the total amount of revenue for each
tax year less costs, expenses and losses.
Article 4: The income tax on enterprises with foreign
investment shall be computed at the rate of twenty-five
percent (25%) on their total taxable income. Local income
tax levied on enterprises with foreign investment shall be
computed at the rate of five percent (5%) on their total
taxable income.
(Alternative proposal: Enterprise income tax rate of thirty
percent (30%), local income tax rate of three percent
(3%).)
Article 5: The income tax rate for enterprises with foreign
investment which are established in SEZs and productive
enterprises with foreign investment which are established
in ETDZs shall be.reduced to fifteen percent (15%).
The income tax rate for enterprises with foreign investment
which are established in Coastal Open Economic Zones shall
be reduced to twenty percent (20%).
Article 6: Where enterprises with foreign investment engage
in such fields industry, mining (not including projects for
the exploitation of resources such as petroleum, natural
gas, nonferrous metals, precious metals and precious
stones), communications and transportation, construction
and installation, agriculture, forestry, animal husbandry,
fisheries and aquaculture, and in projects such as
scientific research projects and the development of new
technology and where such enterprises have a term of
operation of ten years or more, such enterprises shall,
upon approval by the taxation authorities of an application
by such enterprises and commencing with the first
profit-making tax year, be exempt from income tax for the
first and second years and be granated a fifty percent
(50%) reduction in income tax from the third to fifth
years.
Enterprises with foreign investment which engage in such
fields as agriculture, forestry and animal husbandry and
those which are located in poor areas and yield low profits
shall, after the expiry of the period of tax emptions and
reductions as stipulated in the preceding paragraph and
upon approval by the taxation authorities, be eligible for
a fifteen percent (1.5%) to thirty percent (30%) reduction
in the amount of income tax payable during the subsequent
ten (10) years.
Producat exporting enterprises, and advanced technology
enterprises, established with foreign investment may
continue to be eligible for income tax reductions in
accordance with relevant state regulations afater expiry of
the period for tax reductions and exemptions as stipulated
in the first paragraph of this Article.
Article 7: Reduction of and exemption from local income tax
shall be determined by the People's Governments of
provinces, Autonomous Regions and Centrally Governed
Municipalities.
Article 8: Where foreign invesstors in foreign investment
enterprises which have established their head office inside
China reinvest directly their share of the enterprise
profits in such [foreign investment] enterprises, use such
profits to increase the registered capital [of the foreign
investment enterprises] or use such profits as capital
investment for establishing another enterprise with foreign
investment and where the period of such investment is not
less than five (5) years, such investors may, pursuant to
approval from the taxation authorities of an application of
such investors may, pursuant to approval from the taxation
authorities of an application of such investors, obtain a
rebate of forty percent (40%) of the income tax already
paid on the reinvested amount. Where such investors
withdraw their investment within five (5) years, they shall
repay the amount of tax refunded.
Article 9: Where further tax concessions are required for
industries, projects and regions which are the focus of
state encouragement of foreign investment, specific
provisions [concerning such concessions] shall be enacted
by the State Council for implementation.
Article 10: Losses incurred by an enterprise with foreign
investment in a given tax year may be offset against a
corresponding amount of income in the following tax year.
If the income in the following tax year is insufficient to
offset such losses, the balance may be offset against
income in subsequent years.
Article 11: Enterprises with foreign investment which have
established their head office inside China may, when making
consolidated tax payments, deduct from the amount of tax
payable the amount of foreign income tax paid on income
derived from sources outside China. However, the amount of
such deduction may not exceed the amount of tax payable on
the income derived outside China computed in accordance
with this Law.
Article 12: Enterprises with foreign investment shall deal
with their affiliates and calculate prices and charges on
the same basis as they would if they were dealing with
independent enterprises. Where prices and charges are not
calculated on the same basis as with independent
enterprises such that the amount of tax payable is reduced,
the taxation authorities are empowered to make reasonable
adjustments.
Article 13: Where enterprises with foreign investment
commence business, change their address, merge [with
another enterprise with foreign investment], terminate
operation prior to the expiration of their term, are
dissolved, change the amount of their capital or amend
their scope of business, within thirty (30) days prior to
such event, such enterprises shall register with, or amend
or cancel their registration with the local taxation
authorities on the strength of relevant certification.
Article 14: Income tax on enterprises with foreign
investment shall be computed on an annual basis and prepaid
1Fl ?uar®r-y installments. Such prepayments shall be made
within fifteen (15) days after the end of each quarter. An
annual settlement shall be made within five (5) months
after the end of each tax year, during which peiod, excess
payments shall be refunded and deficiencies shall be made
up.
Article 15: Enterprises with forreign investment shall file
income tax prepayment returns with the local taxation
authorities within the specified priod for prepayment of
income tax. Such enterprises shall file their annual
income tax returns and final accounting statements within
four (4) months after the end of the tax year.
Article 16: The financial management and accounting systems
of enterprises with foreign investment shall be submitted
to the local taxation authorities for reference. All
accounting records must be complete and accurate and shall
have legitimate vouchers in support of entries.
Where methods for handling finance and accounting adopted
by enterprises with foreign investment contravene tax
legislation, tax shall be computed and paid in accordance
with tax legislation.
Article 17: Where enterprises with foreign investment are
liquidated, such portion of their net assets or property
remaining after deducting all liquidation expenses which
exceeds the capital actually paid up shall be income from
liquidation. Income tax shall be paid on such income in
accordance with this Law.
Article 18: Income tax shall be paid at the rate of twenty
percent (20%) on income from dividends, interest, rentals,
royalties and other income derived from sources within
China by foreign companies, enterprises and other economic
organizations which have not set up establishments inside
China or which have no actual relationship with the
establishments they have set up.
The taxpayers of income tax subject to the preceding
paragraph shall be the actual beneficiaries [receiving such
income] and the parties paying [such income] shall be the
withholding agents. Tax shall be withheld by [income]
payers from each amount paid. Within five (5) days of each
payment, withholding agents shall hand over the tax
withheld to the state treasury and shall submit a return on
the income tax withheld to the local authorities.
Article 19: Notwithstanding the provisions of Articles 18,
reductions of or exemptions from income tax may be granted
in respect of the following income:
Foreign investors who receive profit distributions from
enterprises with foreign investment which have
established their head office inside China shall be
exempt from income tax.
Income from interest on loans extended to the Chinese
government and Chinese state banks by international
financial organizations shall be exempt from income
tax. Income from interest on loans extended at a
preferential interest rate to Chinese state banks by
foreign banks shall also be exempt from income tax.
Royalty income derived from providing proprietary
technology for scientific research, the exploitation of
energy resources, the development of communications,
production relating to agriculture and animal
husbandry, and the development of important technology
may, upon approval by the taxation authorities, be
subject to income tax at the reduced rate of ten
percent (10%). Where such proprietary technology is
advanced and provided on preferential conditions,
[royalty income from such technology] may be exempt
from income tax.
Article 20: The taxation authorities shall be empowered to
investigate the financial affairs, accounts and the payment
of tax of enterprises with foreign investment, and shall be
empowered to investigate the withholding and payment of tax
by withholding agents. Enterprises with foreign investment
and withholding agents must report according to the actual
facts and provide relevant information and may not refuse
to cooperate, nor may they conceal any facts.
Officials sent by the tax authorities to investigate in
accordance with the preceding paragraph shall produce
identification cards and maintain confidentiality.
Article 21: Income tax paid in accordance with this Law
shall be computed in Renminbi. Tax payable in respecat of
foreign currency income shall be computed by converting
such income into Renminbi according to the exchange rate
announced by the State Administration of Exchange Control.
Article 22: Enterprises with foreign investment and
withholding agents must pay tax within the prescribed time
limit. In the event of failure to pay atax within the
prescribed time limit, the taxation authorities shall, in
addition to specifying a deadline for payment of athe tax,
impose a late-payment fine at the rate of zero point two
percent (0.2%) of the amount of tax overdue for each day in
arrear, commencing from the first day of default.
Article 23: The taxation authorities may, aaaat their
discretion, impose a fine on enterprises with foreign
investment which have violated Articles 13, 15, 16 and 20
of this Law.
Where withholding agents violate the provisions of Article
18 of this Law, the taxation authorities may, at their
discretion and in addition to specifying a deadline for
payment of the tax which should have been withheld, impose
a fine of not more than one hundred percent (100%) of the
amount which should have been withheld.
Where enterprises with foreign investment evade or refuse
to pay tax, the taxation authorities may, according sto the
seriousness of the case and in addition to recovering the
tax, impose a fine of up to five (5) times the amount of
tax in arrears. Serious cases shall be dealt with by the
local People's Courts according to the law.
Article 24: Where disputes arise between enterprises with
foreign investment and the taxation authorities over the
payment of tax, enterprises must first pay tax as provided
before applying to the next highest taxation author ities
for review. Where such enterprises disagree with the
decision made after such review, they may commence
proceedings in the local People's Court.
Article 25: Enterprises invested in and established by
companies, enterprises or other economic organizations or
by individuals from Hong Kong, Macao and Taiwan, shall be
handled by reference to this Law.
Article 26: Implementing Rules for this Law shall be
formulated by the Ministry of Finance.
Article 27: This Law shall be implemented as of,
19. At the same time, the PRC, Sino-foreign Equity
Joint Venture Income Tax Law and the PRC, Foreign
Enterprise Income Tax Law shall be repealed.
Note: This draft of the new tax Law which is intended to
unify the tax liability of all enterprises with foreign
investment, i.e. all types of joint ventures and wholly
owned foreign enterprises. The Draft has not been approved
and in effect at the time of this Research Report was
written.
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Re: Questionnaire on Chinese taxation
I am a Graduate student of Chinese Universitv working
on a research topic, entitled The Effects of Taxation on
Direct Foreign Investment in the PRC. With the recent
reforms in China's tax system, particularly for those
relating to foreign investments, I am interested in
investigating its effectiveness in encouraging investments
from Hong Kong companies. You have been selected to be one
of the sampling unit of the research.
Enclosed is a questionnaire for the above subject.
Most questions are closed-end that ask for your opinion
in a structured way, while others are open-ended
questions for which I hope you will freely express your
experience and opinions.
All information supplied by you will be kept
confidential. Your responses will be analysed and reported
anonymously. Your help and cooperation is essential for
the success of my research. I hope that you would feel free
to give your valuable opinion. If you have any questions
in completing this questionnaire, don't hesitate to contact
me (Tel. 0-6952840). Please use the attached envelope for•
your prompt reply. I hope it will not cause much
inconvenience to you.
Yours faithfully,
LAV FUNG WING HEIDI
Enc 1.
QBLBLgn QM££±±.QIl£ XLSSLX th following regardless of
whether vou in Chinffi nr not,
1. How do you consider the following factors in making
decision of investing in China? Please rank them according
to their degree of importance, in descending order, with 1






other factors (please specify:.
2. How does the perceived stability of the Chinese




3. How does the perceived persistence of China's open-door





























9. How does the present insufficient supply of labour in




10. How does the adequacy of the existing legal system in




11. How does the tax rate imposed by the Chinese Government
influence your investment decision?( 33% for equity joint





12. How does the existence of tax holidays influence your
investment decision?( tax exemption during the first two
profit-making years and half tax in three consecutive years
for equity JVs, and contractual JVs or wholly owned foreign









14. How does the full or partial exemption from
Consolidated Industrial and Commercial Tax and import




15. How does the tax administration procedures or dispute




16. How does your understanding in the Chinese tax system




17. Do you agree that tax advantages offered by China are





18. Do you agree that Hong Kong people or companies have an




19. What are the major activities of your company?
20. What is your position in the company?
If your company had already invested in China, please go to
question 22 directly.
21. Please write down the reasons for not investing in
China.
This is f.hp pnd of f.hp. oiipsti nnnai rp for those
respondents who have not invested in China. Thank you.
Questions for the company having investment in China
22. What is the form of your investment?
Equity joint ventures
Contractual joint ventures
Wholly-owned foreign enterprises(please jump to
question 26)
23. How long is the JV intended to operate?
less than 5 years
5-10 years
more than 10 years










not qualified as any one of the above
26. What are the principal activities of your investment?




28. Please write down the reasons for your company to
invest in China?
This is the end of the questionnaire. Thank you.
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